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Index future is an important financial innovation in modern finance. Developed 
market experience has demonstrated that such innovations can help liquidity and risk 
management among the financial institutions and corporate users.  
The Husheng 300 index future was launched in April of 2010. This paper 
examines the relative merits of pricing mechanisms, the relative effectiveness of 
various arbitrage and hedging strategies for financial institutions and corporate users 
as well as show how to use the availability of such stock index future to consistently 
extract Alpha from the A-share market. Specifically, this paper covers three areas: 
 (1) Examination of relative merit among three index futures pricing models, the 
Cost of Carry Model, the No-arbitrage No arbitrage Range Pricing Model, and the 
General Equilibrium Pricing Model (by Hemler and Longstaff).  
By applying a mix of the General Equilibrium model and the Markov-switching 
Model in an empirical study, I find that stock volatility which is neglected by the Cost 
of Carry Model shows significant explanatory power on the pricing of stock index 
futures. The General Equilibrium model also generates smaller pricing error on the 
Husheng 300 index futures than the Cost of Carry model. Specifically, the mean 
absolute pricing error of the General Equilibrium model is 7.3 points, much better 
than the mean absolute pricing error of the Cost of Carry Model of 10.9 points. 
By mixing the Markov Switching Model with the General equilibrium pricing 
model and no-arbitrage range pricing model over a second empirical study, I find the 
pricing error has appeared more frequent when a index future is newly launched. But 
while there are some room for arbitrage on newly launched index futures, that room 
dissipates when an index future product matures. 
 (2) I examine the relative effectiveness of different hedging methods on 
Husheng 300 portfolios. Based on the purpose of the hedger, there are two hedge 
strategies: the Minimum Variance hedging strategy and Maximum Utility hedging 















two hedging strategies above can be divided into static hedging and dynamic hedging. 
My analysis selects 20 stocks from the Husheng 300 index to construct a stock 
portfolio. Over this model portfolio, I compare the effectiveness of different hedging 
methods, including OLS, SVAR, DCC - GARCH and the state space model. The 
study finds that regardless of the purpose of the hedging, ie whether minimum 
variance or maximum utility, the state space model generates the best relative results. 
For minimum variance hedging purpose, this model reduces the portfolio’s variance 
the most, and the average yield on the portfolio is the highest; For maximum utility 
purpose, this model also increases the investor's utility the most. In summary, the 
space model is the most effective model for Husheng 300's equity portfolio hedging, 
as it can function with unobserved variables, and requires minimum information of 
the present and the past (ie it doesn't require much historical data.)  
 (3) The stock index futures have been used to separate portfolio’s alpha and 
beta. The idea is to use stock index futures to hedge systemic risk (beta) of an equity 
portfolio, thus allowing the investors to extract absolute positive alpha. This paper 
introduces the theoretical basis for the Alpha strategy, which are the capital asset 
pricing model (CAPM) and Fama and French's multifactor model as well as the 
application for generating alpha. Stock picking to build portfolios with likely excess 
return, the use of stock index futures to hedge systemic risk. Finally, this paper 
conducts an empirical study on A-shares' historical data. The result shows that, there 
are indeed opportunities for extracting alpha in A-shares. By applying multi-factor 
stock picking in constructing model portfolio, and using stock index futures for 
hedging beta risks, our studies show that investors can indeed obtain stable and 
positive absolute returns in A-shares. 
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